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CHAPTER I 
THE PROBLEM OF INCOME DETERMIUA.TION 
The Importance of Realizable Income 
The foundation for any discussion of inventory pricing must 
begin with a definition of the term profit (or loss). Broadly speak-
ing, profit means the excess of revenues over expenditures; it remains 
further, however, to define revenues and expenditures. According to 
the American Accounting Association, revenue includes: 
" •• . • (a) the fliilount of assets received or liabilities 
liquidated in the sale of products or services of an 
enterprise, (b) the gain from sales or exchanges of 
assets other than stock in trade, and (c) the gain 
f'rom ad'VB.ntageous settlements of liabilities."* 
It must now be understood that ~evenue does not include those gains 
arising from a mere ownership of gooda, the value of which has in-
creased because of an increase in demand or shortness of supply. On 
the other hand, expenditures are defined as: 
"• •• the oost of assets or portions thereof deducted 
from revenue in the measure~ nt of inc one. These 
deductions arise through a current expenditure of cash, 
a total or partial expiration of asset cost, or the 
incurrence of a liability. Expense consists of operating 
costs--deductions that have a traceable association with 
*5, PP• 29-30. 
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the production of revenue. and losses--deductions 
that have no such association."* 
Thus, should the market value of goods on hand recede to a point less 
than the original cost. one would be justified in claiming as an ex-
penditure the loss incurred as a result of the market decline. The 
profit oonoept therefore conveys the impression of conservatism by 
not recognizing fictitious non-realized gains due to upward market 
fluctuations and by recognizing declines in market values before any 
realization occurs. 
The question of properly arriving at a profit in the case 
of market declines in the value of inventories has been fUrther clarified 
by the Anerioan Institute of Accountants: 
"A departure from the cost basis of pricing the inventory 
is required when the usefulness of the goods is no longer 
as great as its cost. Where there is evidence that the 
utility of goods. in their disposal in the ordinary 
course of b.l siness, will be less than cost, whether 
due to physical deterioration. obsolescence. change 
in prioe levels. or other causes, the difference should 
be recognized as a loss of the current period. This is 
generally accomplished by stating such goods at a lower 
level commonly designated as 'market'•"** 
The Institute Comm~ttee also goes on to say: 
"As used in the phrase 'lower of cost or market,' the 
*s. PP• 29-30. 
**12, PP• 238-239. 
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term 'market' means current replacement cost (by 
purchase or by reproduction, as the case may be) 
except that: 
(1) Market should not exoeed the net realizable 
value (i.e. estimated selling price in the ordinary 
course of business less reasonably predictable costs 
of completion and disposal) and 
(2) Market should not be lesa than net realizable 
value reduced by an allowance for an approximately 
normal profit margin."* 
This last statement of the Institute Committee limi ts the range within 
which the market value of goods may fluctuate. The upper limit is 
regulated by the going sales price less costs of completion and dis-
posal, while the lo~r limit is designated by the upper limit less an 
approximately normal profit margin. These limits are necessary for 
future prorit determinations since a value in excess of net realizable 
value would result in a loss when the goods are subsequent; ly sold in 
the next period. And similarly a value less than net realizable value 
reduced by an allowance for an approximately normal profit margin would 
result in a prof' it far in excess of "normal." 
In the foregoing discussion, the concept of cost as a basis 
for initially recording the intrinsic value of goods in relation to the 
market in which they were obtained was tacitly implied. The problem 
of the de via ti ons from o ost was dealt with by setting certain financial 
limits of valuation to insure a profit from operations. The entire 
• 12, PP• 238-239. 
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difficulty of recording changes in market values could be resolved if 
oost were not the initial basis of valuation (in terms of the measuring 
unit, dollars), but some other unit of valuation was defined to measure 
the utility of the goods. This unit would have to have a flexibility 
in terms of market changes, so that one would know that at any time 
a certain number of these units would be able to purchase always tre 
same quantity of goods. This idea lm.a been amply expressed by w. A. 
Patons 
"I submit the. t the underlying reason cost is given such 
prominence in accounting is because the cost incurred 
when any commodity or service is acquired on the market 
is considered to be the best available evidence of the 
prevailing value--the curreut economic significance--
of the item acquired. Cost a.t the point of acquisition 
expresses price, what the contracting parties consider 
the goods or services to be worth. In other v.ords, cost 
expresses initial value, and as such is a datum of im-
portance. It follows that in a very real sense . it is 
proper to describe financial accounting in terms of values 
rather than costs as such."* 
The point of all this is as follows: if one is to accurately determine 
pl"Ofits (and losses) for a given period of time, the changes in too 
units (dollars) which measure these profits must appropriately be com-
pensated for in terms of so!IW3 basic commodity whose value is fixed in 
*1a, P• a. 
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relation to the market in which it is traded. The real value not 
being money, but goods, it is imperative that these goods be stated 
in terms of current worth. As an example of thell"eceding situation 
assume the follawing facts. Let us say that five years ago you pur-
chased an automobile for $1000 ·and use·d it up to the present time when 
you now decide to purchase another. The going price today is $2000. 
However, five years ago you made $100 a week on the same job you have 
today which pe.ys $200 a week. Too prioe has doubled fCit' the sane 
coJI!!lodity you bought five years ago with a dollar worth ·in those days 
only $.50 in terms of today's wages; but, for the same amount of effort 
you receive exactly the same amount of goods today, as you did five 
years ago. The only~ change has been in number of dollars necessary 
to purchase the same commodity for the same amount of effort. This 
same concept applies to profit determinations. You purchase a certain 
quantity of goods for resale at a fixed price of say $10 per unit. one 
year later you sell t~se goods for say $20 per unit but in order to stey-
in business you must replenish your stocks to tm same leve 1 as a year 
ago. Bu~ now the price has advanced to $15 per unit. How much profit 
has been made? The answer depends upon the nature of tm enberprise. 
If the enterprise was established for the mere purpose of speculating 
in the commodity then you would say a profit of $10 per unit had been 
realized; alternatively, if the main purpose of the enterprise was to 
supply its customers continuously with these . goods, then in order to 
remain "a going concern" it must repurchase at $15 per unit, and as 
such, a profit of only $5 per unit has been realized. 
The problem, therefore, is to represent fairly and unifor.mly 
5 
the profits associated wi th the buying and selling of goods in periods 
of changing price levels. The importance of this problem from an in-
come standpoint was emphasized by .George o. May of the Study Group on 
Business Incoroo of the American Institute of Accountants. Mr. May re-
lates as follows: 
"It is an accepted rule that the costs carried forward in in-
ventories in i!espeo'b~·ofr: goods on hand should be only the 'useful oost' 
of such assets, which may be less tmn actual costs. As a result, it 
is customary to charge against the reve~e of a period any decline in 
useful cost of unsold inventoriable assets whether too decline is due 
to damage, obsolesc·ence, unsalability in the normal course of blsiness, 
or price decline. 
"It is not customary to take into account any increase in 
value resulting from a rise in prices. It i s , however, regarded as 
permil!sible; although not mandatory, to treat an increase in value of 
some articles, due to rise in prices, as an offset to a decline in 
'useful' costs of other commodities as a result of a fall in prices. 
Whether Sl oh offset is, or is not, made may materially effect reported 
inoame for a given period. The best practice, therefore, calls for an 
adequate di sclosure of the methods employed; such disclosures, as al-
ready noted, were made an essential part of the program sugge st~d by 
the Institute's Committee in 1932."* 
• 17, P• 33. 
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Depression and Inventory Write-Downs 
The faot that inventories oooupy such a large part of the 
capital structure of a blsiness (probably 40-50% of total assets) along 
with the fact that these physioal units are assigned a value in terms 
of dollars imme~iately presents a problem of income determination in 
view of the changing value of the dollar. Many persons depend upon 
accurate preseDtation of balance sheet and income statement data; 
labor, government, lending institutions, and not least the actual 
management of the enterprise with whose statements we are concerned. 
The effects of so-called inventory profits and losses oan be 
of considerable magnitude. ~oting Department of Commerce (U. s.) 
figures Butters has noted: 
"In a year of sharp price declines such as 1930, the ezclusion 
of inventory losses in the measuremnt:; of corporate pro.fit s would have 
raised corporate profits before income t~s from $3.3 billion to dou ble 
thi~ amount, or $6.6 billion. On the other hand, in 1946, a year of 
substantial price increases, corporate profits before taxes amounted 
to $21.8 billion as reported; with inventory profits excluded, however, 
they were $16.8 billion."* 
Just recently (1955) the Business Executive's Research Group 
has again sounded the warning: 
"Inventories constitute the most volatile form of investme Ilt 
7 
in the .Almrioail economy. As suoh, they are an important source of cyclical 
instability and constitute a problem -for both business and government."** 
*2, PP• 16-18. 
**14, P• 43. 
The actual valuation of the inventory in terms of dollars has 
been placed secondary to the prime importance of the volume of goods on 
hand, by Abramovitz: 
"Inventories in current prices show the behavior of stocks 
as businessmen see it on their account books. Book values are relevant 
to business decisions as far as tley tell blsinessmen how much of tblir 
assets are committed in this form. They are useful also because they 
are a fibst approximation to estimates of the physical volume of manu-
facturer• s stocks, which are far more important from the viewpoint of 
business cycle analysis. For businessmen usually judge whether their 
stocks are deficient or redundant on the basis of the number of physical 
units they hold relative to expected sales, output, price movements, 
etc., not on the basis of the value of the go~ds."* 
The prime objective of the accountant, therefore, should be 
to present fairly and consistently an inventory valuation which will 
not lend to erroneous profits in times of rising and declining prices. 
The mthods available for pricing inventories will be discus sed in the 
next section. 
*1, P• 90. 
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CHAPTER II 
METHODS OF INVENTORY PRICING 
The Usual Methods of Inventory Pricing 
According to Frederick Staples: 
"There are four generally accepted methods of pricing the 
inventory of any ordinary business. mm.ely: 
1) Cost or market, whiohe~r the lower, using the first-in, first-out 
method of determining cost, except where the goods can be identified 
with speoifio purchase invoices. This is the method generally known 
as the "F:ii'o" method. 
2) Cost, using the same method of determining cost as under "Fifo" 
above. 
3) Cost, using the last;-in, .first-out method of determining cost. This 
is the method generally known as the "Lifo11 method. 
4) The "Retail" inventory method, ~ich is essentially cost,. or market, 
whichever the lower, and is used chiefly by retail establishments."* 
These are the methods to be discussed and compared in this 
thesis. In their respective order as given above they are "fii'o, 11 average, 
"lifo," and the "retail" inventory method. In connection w.i th the "re-
tail" method there have been some recent developments utilizing "lifo" 
in this method. These developments will be discussed and their relative 
merits evaluated. The so-called "dollar value li.fo" as applied to the 
retail inventory method has became ~portant through its adoption ~ 
~, P• G-2. 
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many retailers who have effected large tax savings, and as such have 
placed themselves in an enviable position with respect to their eo~ 
petitors who have not adopted this method. 
While on the subject of ta.xes it might be well to state 
that all of these methods are acceptable to the Treasury with cer-
tain qualifications as followa: 
1) Under "fifo" where the goods are oapab1e of being 
identified by specific invoices, the taxpa~r is per-
mitted to identify the goods and pri~e them according-
ly. 
2) Under "lito" where a taxpayer eleots the method he must 
agree to restate the inventory at the beginning of the 
first year in which "lifo• is used to the basis of cost. 
and waive the statut• of limitations on any additional 
income tax assessments for prior years resulting from 
any necessary restatement. Cost for the purpose of any 
such restatement is to be determined on the basis of the 
previous method of determining cost and not on the basis 
of the "lifo" method. 
3) The "lifo" inventories must be used in any financial 
statements issued, except that the inventory may be 
written down to ne.rket if narket is lower. Any write-down 
to market, however, is not an allowable deduction for 
Federal income tax purposes. 
4) The company also must elect one of three methods for deter-
mining the cost of any yearly layer increases in the "lifo" 
10 
inventory, namely either (1) the average cost of acquisi-
tions during the year, (2) the average cost of sufficient 
of the earliest quantities acquired during t~ year, work-
ing forward, to account for the layer increase, or (3) the 
average cost of sufficient of the latest quantities acquired 
during the year, working be.o.IGrard, to account for tl'B layer 
increase. 
5) Should any layer be eliminated because of a reduction in 
the quantities on hand at the end of any jear, the par-
ticular layer to be eliminated is the latest layer, and 
it is gone permanently. When the inventory is again in-
creased, a new la. yer is established and its inventory 
price is determined using the prices paid during the year 
of t .tB increase.* 
6) Under ·~ollar ~lue lifo," the retail establishment must 
reduce all goods in e. particular department to a oommon 
denominator of dollars and place all goods in the depart-
ment in one group for the purpose of applying "lifo" rules. 
Having now disposed of some of the details applicable to 
Federal Taxes, the methods can be described ani their relative xoorits 
evaluated. This ~11 be done in the following section. 
*9, PP• G-36--G-38. 
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The First-in, First-out Method of Inventory Pricing 
The first-in, first-out method (hereafter referred to as FIFO) 
is one whioh values the remaining inventory at the end of an accounting 
period at the latest purchase costs actually incurred in the acquiaiviQn 
of that inventory. Stated in different terms, the goods sold out of the 
available inventory are priced at their earliest acquisition costs; those 
· goods on hand at the beginning of the account illg period are first dis-
posed of through sales and any subsequent purchases are removed in the 
same order as purchased when sold. Thus the cost of goods sold reflects 
12 
the earliest prices of purchase. An example of this mthod . is as foll<M"s:• 
January 1 Inventory 200 units at $10 t 2,000 
12 Purchase 400 units at 12 4,800 
24 Purchase 300 units at ll 3,300 
30 Purchase 100 units at 12 1,200· 
TOTALS 1,000 $11,!300 
A physical inventory t~en on January "1 shows 300 units on 
hand whose cost is calculated as follows: 
Most recent purchase January 30 100 units at $12 $1,200 
Next most recent purchase January 24 200 units at 11 2,200 
$3,400 TOTALS 300 
-
-
The ending inventory is thus priced at a cost of $3,400 and the 
cost of goods sold is $7,900 ($11,300-$3,400); operations are thus charged 
with earliest costs. Regardless of whether the periodical or the perpetual 
--- · *s. P• 224. 
system of recording is used1 the resulting inventory oost will be the 
S8lll'J. It rna.y also be noted that the physical flow of goods is most 
likely to folld" the pattern assumed in the cost flow. This becomes 
of greater significance where the goods are of a perishable nature and 
older a.cqu.i:VI;ions must first be removed. 
The Average Method of Invt;~nt ory Pricing 
Under the periodical system of recording the average method 
assumes a. weighted average price of all go~ds available for sale during 
the accounting period. Assuming the cost date of the previous section 
the average cost would be calculated as follows: 
Average Cost • *11•300 i.ooo 
units 
• $11.30 per unit 
The remaining 300 units would have a valuation of: 
300 units x $11.30 per unit : $3.390 
and the cost of goods sold is $7,910 ($11,300 - t3 1 390). For the next 
accounting period the beginning inventory will be valued a.t last period's 
average cost. In this case operations are charged with costs composed 
of a p~.rt of each purchase proportional to the products of tre percentage 
which each purchase is of the total goods available tiloo s the cost of that 
purchase. In other words, if the total goods available for the pe riod 
were 1000 units and a purchase of 400 units were made (on January 12 in 
the preceding example) during the period, the purchase percentage would 
be 40% and is obtained as follows: 
400 units purchased 
lObo units available x 100 • 40% 
13 
14 
The remaining units may be considered to be composed of: 
PURCHASE COST OF UNITS ON TOTAL 
PERCENTAGE PURCHASE HAND 
(A) (B) (C) (AxBxC) 
20% $10 300 t 600 
4Wo 12 300 1,440 
30% 11 300 990 
10/o l2 300 360 
ENDING INVENI'ORY VALUE $3,390 
In this case the physical movement of goods has been expressed 
by W. A. Paton as follows:* 
"As already indicated this method is based on too assumption 
that as goods are used, sold, or otherwi se disposed of each batch taken 
from sto~ is composed of proportionate parts of all the various lots 
of which the stock is then comprised, including the opening inventory 
as the first lot. The degree of accuracy achieved in estiniB.ting the 
literal oost of goods on hand, evidently, will depend on the degree te 
whi~h this assumption conforms to the conditions actually obtaining. As 
a matter of fact it would be practically impossible for the movement of 
goods to match the assumed pattern precisely in most cases as this would 
mean that no particular lot or shipment could ever be completely closed 
out. But this is not a serious practical objection. What is desired is 
a reasonable method of approximating cost and the procedure outlined is 
acceptable for this purpose, particularly where acquisitions are inter-
mingled and •vithdrawa.ls are taken from stock as a whole." 
•a, P• 61. 
Where one uses the perpetual system of recording but does not 
record oo st of units issued until too end of the accounting period, an 
average cost may again be calculated and the units issue<} may be_. aliarged 
15 
to operations as previously. However, the usual procedure is to calculate 
the average oost at the time of each issue during the period. Thus~ 
after every purchase, a new average must be calculated and it is from 
these successive recalculations that the name, moving average method, 
is derived. In a constant price level period both the weighted average 
and the moving average method yield the same results. In a rising market~ 
the moving average tends to value the remaining goods on hand at a 
slightly higher value than the weighted average method. In a declining 
market the moving average yields lower valuations of ending inventories 
than the weighted average method. In each case, however, the difference 
is not too pronounced and for purposea of this discussion we shall always 
assume use of the weighted average method for either perpetual or periodical 
recording. 
The Last-in, First-out Method of Inventory Pricing 
The last-in, first-out method (hereafter referred to as LIFO) 
values the remaining inventory at the end of the accounting period at 
the earliest acquisition prices. The oost of goods sold, therefore, 
reflects the most current prices of goods acquired. Assuming the data 
of the preceding section and the use of the periodical system, one would 
price the 300 units remaining as follows: 
Earliest costs, January 1 Balance on hand 200 units at $10 $2000 
' Next earliest costs, January 12 100 units at 12 1200 
TOTALS 300 $3200 
= 
Thus the ending inventory is valued at $3200 and the cost of 
goods sold is $8,100 ($11,300 - $3,200); operations thus being charged 
with latest costs incurred. If a perpetual system is used but the cost 
of units issued is not recorded until the end of the period, then the 
same result will obtain as under the periodical system. However , when 
the cost· of units issued is recorded at the actual time of issue, dif-
ferent results will be noted in a changing market. For this thesis 
the periodical system of recording Will be adopted. 
The actual flow of goods (physical) does not usually conform 
to the cost flow since this would undoubtedly leave many i tems in stock 
16 
for long periods of time, and thus promote losses ar i sing from obsolescence, 
depreciation, spoilage, etc. There are some cases where the phys ical and 
cost flow do follow the same pattern and these will be referred to later. 
The Retail Method of Inventory Pricing 
The retail method is used primarily by large retail concerns 
whose stock is so varied and extensive that a physica l count would be 
both costly and time-consuming. The method demands that all goods 
placed in stock must be maintained at cost as well as at marked retail 
price. The original retail sales price is composed of a cost and a 
markon on cost which is the original increase over cost (also called 
initial markup). Any increases over the original sales price are known 
as additional markups and any decreases in the additional markups are 
17 
referred to as markup cancellations so long as the selling price does 
not fall below the original sales price. A markdown is a reduction be-
low the original markon on cost or sales price and a markdown cancellation 
is a decrease in markdown which does not increase the sales price above 
the original retail sales price. The ending inventory at retail sales 
• price would be deter.mined as follows: 
Beginning inventory at retail sales price 
Addt Purcha.s.es at original sales price 
Net additional markups (additional 
markups less markup cancellations) 
Goods available for sale 
Deduct' Sale·a at retail sales prices 
Net markdowns (markdowns less mark-
down cancellations) plus any em-
ployee' s discounts, inventory 
shortages, losses, etc. 
Ending inventory at retail sales price 
XXX 
-
-
It must be emphasized that all the above figures are at 
retail and that the purchases must be converted to retail as well as 
recording all price changes related to markdowns and markups. It is 
now necessary to calculate the cost of goods sold, by applying the cost 
percentage to the sales at retail prices. The oost perc~ntage is ob-
tained by calculating the cost of goods available for sale by recording 
beginning inventory, purchases and transportation at cost, and dividing 
* 5, P• 273. 
this by beginning inventory, purchases, and net markups (additional 
markups less ne.rkup oanoellations). The ne.rkdawns are not taken into 
account for th3 calculation. Once the calculated ending inventory at 
retail sales price is determined, it is necessary to take a physical 
inventory at retail to determine any losses, shortages, etc. The cost 
percentage is smaller because of ths omission of the net markdcrwns and 
tlms the ending inventory figure is suggestive of' lower of' cost or 
market. The entire calculation is presented below: 
Beginning Inventory 
Add: Purchases 
Freight In 
Net Markups: 
Additional Markups $12,000 
Less: Markup cancellations 2.ooo 
Goods Available for SaLe 
Deduct: Sales at Retail 
Net Markdowns: 
Markdowns $25,000 
tso.ooo 
Less Cancellations 51 000 20,000 
Ending Inventory at Retail Sales Price 
Ending Inventory at Estimated Cost: 
$601 000 X 50% ($80,000 ~ $160,000) 
AT RETAIL AT COST 
$ 30.000 $10,000 
120.000 
1o.ooo 
$160,000 
100,000 
$ Go.ooo 
68,000 
2,000 
$80,000 
$30,000 
18 
CHAPTER III 
THE GROWTH OF DOLLAR-VALUE LIFO 
History of the Retail Method 
The history of the retail method is "indeed a stormy oneL 
The struggle which retailers have had in having the method approved 
in its present form has been well narrated~ McNair and Hersum.* Some 
of the highlights of this conflict between retailers and the Treasury 
will here be presented~ but by no means is this intended to be com-
prehensive. 
The retail method oame into prominence in America around the 
end of the nineteenth century. Such large department stores as Maoy's 
in N6W York used a method quite similar to the markon procedure and re -
ferred to it as a "rating." The accounting firm of Ernst and Ernst 
published a special rulletin in 1913 relating to the retail method and 
urging its adoption by members of the retail trade. With the passage of 
the Sixteenth Amendment~ the subject came immediately into prominence. 
The first mention of inventories was on the back of Fonn 1031~ issued in 
October 1916, for corporate income returns: 
11All manufacturing, mercantile or other corporations which 
determine their annual gain or loss by inventory are required to state 
the same in the form indicated below. If the annual income or loss is 
determined otherwise t~e methods employed must be stated in the space 
provided therefor. In case the annual gain or loss is determined by 
*6, PP• 60-78. 
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.... . 
inventory, mercbl.ndise mst be inventoried at the cost price, as any 
loss in salable value will ultimately be reflected in the sales during 
the ;year when the goods are disposed of."* 
The basis of pricing was cost at that time. However, Section 203 of the 
Revenue Act of 1918 was the first inventory section as such. The r~tional 
Retail Dry Goods Association (NRDGA) was instrumental in having inserted 
in that section the following words: 
"• •• as conforming as nearly as may be to the best accounting 
practice in the trade or business and as most clearly reflecting the 
** income." 
This phrase was used as a lever subsequently to secure approval 
of the retail method and it was upon the interpretation of thi s phrase 
that the retailers filed their tax returns. In 1919 opposition came 
from the Treasury (in the form of a Deputy Collector of I nternal Revenue 
insisting on cost or market of all individual items) and the !ffiDGA filed 
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a brief which was finally approved by the Conunittee on Appeals and Review:*** 
"The Committee, therefore, recommends that suoh regulations 
as rray be necessary be promulgated in order that the use of this method 
by retail dry goods stores may be authorized." (Memorandum No. 55, April 
24, 1920) **** This was followed by Treasury Decision 3058 on August 16, 1920. 
However, two difficulties followed from this decision: 
( 1) the retail method was designated as "essentially a 1 cost' 
method of valuing inventories," and 
*6, P• 62 (footnote 1). 
**6, P• 63 (footnote 1). 
***6, P• 66 • 
****6, p. 406 • 
(2) the objective of reflecting depreciation on goods still 
on hand was defeated; "suoh markdowns shall not be in-
eluded in the computation of the retail value of goods 
on hand unless the goods so marked down have been actually 
sold." 
The 'cost' difficulty was resolved by the Treasury to mean:* 
"• •• on a constant or rising market t he ret~il method is 
approximately a 'cost' basis and that on a falling zre.rket 
results in a reduction to "cost or market, whichever is 
lower." 
And the treatment of markdowns was finally decided in the Rich Case 
which promoted Treasury Decision 5048. ** This allowed taxpayers to 
adjust the retail selling price of opening inventories for markups and 
markdowns whether sold or not as long as they were bona fide. Thus 1 t he 
method stood as approved in June 1941. 
This whole developl'IBnt of the retail J~Bthod and its appr oval 
by Treasury Decision 3058 eventUally led the way to the adoption of 
"dollar value" inventories rather than specific item cost identification. 
The application of LIFO to these "dollar value'' inventories is the next 
point we Shall consider. 
The Adaptation of LIFO to the Retail Method 
During the early 1940's rre.ny retailers became aware of the 
problem of rising prices, and as such the NRDGA appointed a committee 
*6, P• 67. 
**6,. P• 75. 
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for the purpose of studying the effects of these price rises on in-
ventories. In its first attempts the committee was not successful 
with the House of Representatives to have inventory reserves exempted 
from income taxes. At any rate the next solution proposed (by J. w. 
McEachren of Ernst and Ernst)* was the possibility of using the LIFO 
method. Since the method had already been authorized by the Congress 
and was part of the Revenue Act of 1939, it seemed the logical approach 
to reducing inflationary inventory profits. The problem was its applica-
tion to retail inventories which were of a diverse nature. The proposed 
solution was to value the ending departmental inventory in terms of the 
beginning inventory prices by means of an index. The index was prepared 
by an independent group (National Industrial Conference Board) for many 
items and retailers availed themselves of these figures and began re-
porting their tax returns on the LIFO basis. The Bureau of Internal 
Revenue refUsed to allow the method and many of the early converts again 
resumed their previous methods. A small group~ however, held to its 
posit ion, paid the tax de:ficienciea thAt were assessed age.innt them and 
filed protests. The conflict was finally resolved under the decision 
of a test oase. The Hutzler Brothers Company** decision held that for 
those department stores using LIFO in conjunction with the retail method, 
a physical matching of goods on hand in a given department at the end of 
the year with goods on hand in that depart~nt at the beginning of the 
year, was ~ required, because department stores had a lways valued in-
ventories under the reta.il method, by departments, regardless of the 
*s, P• 1ss. 
**so. 
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items included in suoh dep~rtments. and this method had been accepted 
for tax purposes. Thus the question of ~ether LIFO could be applied 
to the entire inventory in terms of dollars by use of a price index 
was finally decided. 
In 1948, the Basse• and Sweeney** cases broadened the applica-
tion of the LIFO method to inventories of taxpayers other than department 
stores, asSQming proper inventory ~lassifications could be developed, by 
permitting a comparison of dollar values at the beginning and end of the 
year. 
Recently, there has been much publicity over a decision won 
by R. H. Macy and Co. in the Federal District Court in New York: 
"Large retailers last week received news that may bring a 
large windfall of deferred profits . Judge Ale xander Bicks in Federal 
Court ruled that R. H. Macy and Co. was entitled to a refund for 1942 
taxes on the basis of valuing inventory on the last-in, first-out 
(LIFO) n.:~thod. This decision if it is not upset, would mean that Macy 
could apply the LIFO system for 1942 through 1947 and collect about 
*** $9,000,000 in overpayment of taxes plus interest. 
Similar stories were carried by other newspapers and trade 
magazines. xf.f 
The outcome of these oases if favorable to Macy's could open 
the way to new legislation curtailing the use of LIFO. 
*sl. 
**52. 
**"'42 
• 
P• SF • 
X22 1 P• 38. 
f43, P• 1. 
=/1:45 .. P• 92. 
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The Construction of an Index for LIFO as Applied 
to Retail Store Inventories and Other Inventories 
One of the major problema in applying LIFO to a rete.il establish-
meut is that of constructing an index to reflect the ohange in prices of 
various goods over the accounting period. Several indexes are available 
for retail stores, one from the Bureau of Labor Statistics includes a 
few ~oad classifications, whereas the National Industrial Conference 
Board Index turther subdivides the broad classifications of the Bureau 
of Labor Statistics. If one is not satisfied with either of these, he 
may under the existing Revenue Code construct his ~~n. NUmerous examples 
may be found, among them one by Spurr shows how to classify the inventory 
into different groups and combine the index for each group into a depart-
mental index which may be applied to th~ departmental inventory.* Another 
similar. computation is made by Dalrymple.** Ne.d gives a "dollar-value" 
application over several years,*** while Kercher shows the detailed 
application to the first year's LIFO in~ntory.**** I t is not necessary 
to inolude all items in a speo.if'ic department rut merely those which 
most of all represent tl'8t department and are fairly stable price-wise. 
Thus by choosing wisely the items in a department, one may readily cal-
oulate an index. The details of this -oaloulation may be found in any 
of the aforementioned references. 
*35, PP• 204-209. 
**37, PP• 89-91. 
***31. 'pp. 266-271. 
****38, pp.366-375. 
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CHAPTER IV 
COMPARISON OF METHODS OF VALUATION 
FIFO -Advantages and Dbadvantages 
There is oftentimes vary little concerning an old established 
method to be found actually recorded in recent times, so it appears 
with the FIFO method of inventory valuation. One of the main proponents 
of this method is William A. Paton who has this to say: 
"The first-in, first-out method of estimating invoice cost 
can in general be strongly recommended. From the standpoint of the 
inventory as such there are a number of important advantages. These 
may be summarized as follows: 
1. The inventory is drawn from the actual records in a 
systematic manner, and the result i~ a cost value, with no recognition 
of unrealized gain or loss. 
2. The resulting inventory is usually in reasonable harmony 
with current market valuations. 
3. The assumed movement of goods through the concern represents 
a condition to which a manage.nv:lnt should in general adhere as closely as 
possible. 
The last point is espeoially importa~ in connection with 
goods subject to deterioration, such as rubber tires. It is good policy 
in stores management to sell or use goods of this character substantially 
in the order received, and thus avoid the losses which might otherwise 
accrue."* 
*a, PP• 63-64 •. 
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The first-in, first-out method produces substantia lly correct 
income determinations for the period under two conditions: 
(1) Where the inventory turno~r is rapid and 
(2) When the inventory is not- a substantial part of t he profit 
or large in relation to the current assets. 
On the other hand t he disadvantages are clearly shown to be 
the opposite from t he advantages' 
"During a period of r i sing prices t here is included i n i ncome, 
under first-in, first-out, unrealizable appreciation i n the value of 
inventories, and during a period of falling prices, operating profits 
are reduced or wiped out by unrealized inventory losses. Inventories 
often are highest, not only in value but: also quantitatively, at the 
peak of a price oycle. Price appreciation on goods in t he inventory 
may never be realized because a period of rising prices i s always 
followed, some ttme or other, by a period of falling prices. lYhere 
inventories have been substantially increased by t he oonsoious buying 
for a rise, or where inventories normally constitute an i mportant part 
of the assets of a business enterprise, its valuation under f irst-in, 
first-out may represent the most important factor in the dete rminat ion 
of profit and loss during the up and down phases of the price cycle, 
inflating true ~rofits in years of rising prices, and understating 
true profits wben _profits r ecede. 
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The Controllers Institute of America has defined those industries 
where the first-in, first-out method of valuing inventory clearly distort s 
income and .fails to picture t he 1 correct• cost of goods produced and sold. 
These industries are characterized by one ·or more of t he following con-
ditions: 
1. The inventory turnover consumes a relatively long period 
of time either because of the length of processing. or conditions of 
merchandising. thus necessitating the maintenance at all times of a 
substantial inventory. 
2. The average investment in inventory is relatively large 
as compared with other assets. 
3. The inventory consists of a few basic and imperishable 
commodities which are subject to wide price fluctuation. 
4. The cost of raw materials constitutes a substantial part 
of the cost of the finished product, and increases in the prices of 
raw materials ·are promptly reflected in the price of the product."* 
Perhaps one should also add that the predominant method em-
ployed by business today is FIFO. Whether this results from such firm 
entrencluoont of the method in the pe.st or from lack of' data to change 
to any other method (presumably LI FO) remains to be seen in fut ure years 
if and when the high price level or today (1956) recedes to somewhat 
lower levels • 
• 15. PP• 31-32. 
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Average Method - Advantages and Disadvantages 
Of the three average methods available, the moving average, 
the weighted average, and the periodic average, there is one factor 
common to each. That is the necessity of perpetual inventory records 
kept both in dollars and quantities. This is, of course, not a dis-
advantage where an adequate cost system prevails. In the tobacco 
industry where raw material prioes are subject to continuing fluctu-
ation one often finds the moving average employed. In this way the 
succeeding periods of fluctuation are somewhat stabilized and previously 
high or low prioes are removed from the average in subsequent period 
calculations. 
Those companies employing the weighted average do not tend 
to reflect as accurately as the moving average the current prices paid 
for materials. They instead spread all costs evenly over all the goods 
available for sale, and in this way previously high and low prices are 
reflected in the inventory long after it ha_s been consumed. 
As a device for relieving clerical work in the weighted average, 
one may resort to the periodic average. In this way the beginning month-
ly inventory plus the purchases for the month in terms of dollars can 
be divided by the sum of the quantities of beginning inventory plus 
monthly purchases to arrive at a price for the remaining inventory on 
hand. This method does indeed eliminate a great deal of detailed pricing. 
Its results are somewhat similar ·to those obtained under FIFO. However, 
average cost valuation does not reflect changes in prices as rapidly as 
does FIFO. Where costs on the average are of greater importance than 
are costs of a particular lot. this method is usually satisfactory. and 
many corporations use some type of averaging for some portions of their 
inventories while using other methods for the remainder.* 
* 10. PP• 30~32. 
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LIFO - Advantages and Disadvantages 
Advantages 
There has been much written about the last-in, first-out 
method of inventory valuation. No attempt will here be made to take 
either side of the issue. One oan only present the opinions of both 
sides in the controversy and allow the reader to draw his own con-
clusions. 
As early as 1940, Arundel Cotter wrote: 
"Because of the effect of 'last-in, first-out', or of normal 
stock for that matter, there has been created a tendency to regard 
stabilization of profits as the principal arguiiBnt for its use and the 
impression has gained ground in many quarters that it is an artificial 
system of accounting designed to that end. Nothing, of course, could 
be farther from the truth. The object of 'last-in, first-out' is the 
ascertainment of real ' profits and the elimination of speculative profits 
in industrial accounting. Stabilization of profits and of cash position, 
while of prime importance. are certainly outgrowths, the results of 
facing the facts."* 
In an effort to shew the inconsistency of LIFO as compared 
with other accounting procedures George D. Bailey, writing for the 
Arre rican Management Association, states: 
"The problem of orderly accounting and objective tests brings 
to view inconsistencies. If you provide reserves for future decline 
in inventory prices you assume prices are going down; however, when 
*3, P• 104. 
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discussing replacement oosts of f acilities we assume prices are going 
to stay up. One must not report inoonsis tently~ assuming a theory 
of future decline and alternatively no decline. 
"Lifo provides a means of relating current costs to current 
selling prices - if prices are to advance still further it provides an 
orderly and accepted method of reporting income more or less free of the 
effect Qf the advance in prices of inventory. 
"The 'Lifo' advantage is chiefly that taxes are not to be 
paid on income immediately reinvested in the same product as the one 
sold, Income is being taxed on a statistical level. n* 
The main bid of advocates of LIFO seems to be its effect of 
stabilization of income. This argument is quite forcefully presented 
by K. Lacey writing in the "Journal of Accountancy:" 
"The Lifo Principle - gross revenue should be matched vii th 
costs expressed in terms of current money units. Until provisions have 
been made for replacing the assets used up in production_ no income has 
been earned. 
"The Danger to Economic Stability- if subnormal suppl y raises 
prices, and higher prices cause an overstatement of income and hence a 
higher level of demand, the effect is to raise prices further. Thus, 
the built-up level of supply turns out to be in excess of an unstimulated 
demand_ and in this way we ·have e.n abrupt change f rom boom to slump. The 
overstatement of profits in a boom breeds an ·unjustifiable state of con-
fidence, with prices · of common .stocks reaching high levels and bus inesses 
*13- P• 38. 
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spending large sums on plant and buildi~s. Similarly, the understate-
ment of profits in a slump, breeds an unjustifiable state of pessimism, 
with common stocks falling to very low levels and businesses curtailing 
their capital expenditure. Income reporting on the basis of the Lifo 
principle is in line with man's ordinary concept of i ncome and is there-
fore to be preferred for this reason alone. Surely it is more realistic 
to say that in times of rising prices the part of t he profit as now 
measured equal to the difference between the cost of the goods sold and 
their higher replacement cost is not a revenue pro fit but is capital and 
is not available for personal spending. 
"Lifo Principle Universally Applicable - our current inco~ 
(amount available for spending) is represented by the current cost of 
present production. Therefore selling prices and profits are best 
computed on the basis of current costs. Business success or failure 
should be judged by reference to ~at is reasonably possible, and a 
reasonable profit over current oosts is more likel y to be consistently 
earned than a profit based on the cost of tha goods actually being sold. 
The Lifo principle is not just a device for ironing out fluctuations of 
profit over the business cycle and therefore mainly for use by businesses 
whose selling prices and profits are subject to abnormal variation. It 
applies to all businesses~ for it is concerned with seeing that provisions 
are made for replacing the assets used up in production before the 
profits are struck. The prices of finished goods will tend to rise more 
quickly on the uptrend, thus absorbing the increased purchasing power 
represented by increased replacement costs before it does any harm. 
Similarly, III8Jlagements will not be so pessimistic about necessary price 
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reductions on the downtrend, because they will know that their own re-
placement costs are falling also, and that profits on the Lifo principle 
will not be as low as they would be on the conventional accounting 
basis. 
"Accounting Concepts of Lifo Principle - r eal capita l can be 
kept intact if replacements of the initial inventories are va lued at 
the same price level as those initial inventories. A fixed amount of 
money capitRl is matched by fixed unit values attached to the inven-
tories in which that capital is invested. That in effect is the Lifo 
method, and it maintains real oapital intact by virtually freezing the 
values attached to a constant volume of stocks. On the other hand one 
may maintain inventory valuation on a conventional basis and adopt a 
flexible 'concept of proprietorship' which accords wit h t he inventory 
value basis. One regards money capital as a fluctuating amount, the 
fluctuations being the counterpart to the fluctuations i n the va l ue of 
the inventories in which that money capital is i nvested. One creates 
an inventory replacement reserve which matches flexible values of inven-
tories in which that capital is invested. 
"The Lifo method achieves a matching between the concept of 
proprietorship and the assets which are the substance of J,roprietorship, 
by charging revenues with the cost of the ~test purchases and ex-
penses. In the case of the inventory replacement reserve IIB thod the 
matching is achieved by chargi~ replacement oosts against revenue and 
by treating the difference between actual and replacement costs as an 
inventory replacement reserve. 
"Case for Inventory Replacement Reserve Method - actual cost 
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or realizable value has the advantage of keeping different ~JPes of 
inventories at their proper 'relative' values one to the other and 
enables book values to be properly adjusted for obsolescence, damage, 
or age. However, Lifo is better than actual value without adjustment 
* for change in price level or replacement oost.n 
Lacey points out the two variables to be found i n the methods 
of accounting today; ( 1) the changing value of the dollar in terms of 
assets presented on the balance sheet, and (2) the change in tre general 
price level of goods -which must be utilized by the business unit. It 
is the LIFO method which is to compensate for the latter by matching 
gross revenues with expenditures in terms of current dollar values of 
the goods sold• 
Maurice·E. Peloubet, long a LIFO advocate, tries to place 
the LIFO method as an intermediate between the base-stock uethod (not 
approved for income tax purposes) and a strict-replacement-cost rrethod. 
"LIFO does not go as far in one direct ion as the base-stock 
method and it does not go as far in another as a strict replacement• 
cost method. As long as inventories increase under LIFO we have a 
base•etook method. So long as purchase orders cover sales orders or 
vice verse. we have a replacement method."** 
In speaking further on the LIFO method. Carman G. Blough 
points out the similarity of objective between base-stock and LIFO: 
"Lifo conforms with the objeoti ve of the base-stock method, 
*27, PP• 200-205. 
**32, PP• 139-143. 
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'inflationary profits' and 'deflationary losses' on marginal quantities 
would tend to be eliminated from the income statement."* 
Under the impetus of rising prices, David M. Freudenthal 
points out (in January 1951) that in periods of high tax rates (high 
correlation with periods of rising prices) you will save, and pay back 
in periods of low tax rates (high correlation with periods of felling 
prices). He also states that there are three ·conditions which ought 
to be met for · the best time to adopt the LIFO method~ 
( 1) A rising price trend which will continue and level out 
above the LIFO value. 
(2) A rising level of inventories, either in dollar or unit 
value, and preferably both. 
(3) A rising tax rate, especially where there is an excess 
profits tax imposed. 
Freudenthal advocated adoption of the LIFO method at that~me.** 
Some of the companies that took his advice by adopting the elective 
method are summarized in the table on page 36 (Table I). 
The results are striking when one considers that this group 
actuaily represents a very small segment of the economy as far as the 
production of income is concerned, and yet they were able to reduce 
the.ir total inventory valuation by some seventy million dollars 
oolleotively~ Thus effecting a saving in federal taxes and stock-
holder distribution of earnings. The latter point has been mentioned 
*25, PP• 136-137. 
**23, P• 13. 
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Table I - COMPANIES ADOPTING LIFO IN 1950-1951 
COMPANY 
Armour & Company 
Armstrong Cork Company 
B. F. Goodrich Company 
Goodyear Tire & Rubber Company 
YEAR OF 
ADOPTION 
1951 
1951 
1950 
1950 
Crucible Steel Company of America 1951 
McCormick & Company~ Inc. 1950 
West Point Manufacturing Company 1951 
J. P. Stevens & Company, Inc. 1951 
R. H. Maoy & Co.~ Inc. 1951 
Penn-Dixie Cement Corporation 1951 
INVENI'ORY VALUATION DECREASE 
AS .A RESULT OF LIFO IN YEAR 
ELECTED 
$ 1~800,000 
5,750,000 
10~377,000 
23,791~914 
3,261,000 
5,540,000 
4,014,246 
14,512,355 
158~600 
$70,360~115 . 
Source: Stevenson~ John Brooks, Methods of Inventory Valuation and 
Their Effect on Balance Sheets and Operating Statements, 1952 
P• 61-73. 
by Herbert T. MeAnly writing in the Nat~one.l As soc iat ion of Cost 
Accountants• Bulletin (the author has rearranged the text somewhat 
but the words and thoughts are the same): 
"In any lifo discussion one should narrow the profit concept 
to mean the available or realized income. Section 102 of the Revenue 
Code puts pressure on dividend accumulations. (As of the time of writing 
this article, Mr. MeAnly was referring to section 102 of the 1939 Code~ 
this was changed to section 531 under the 1954 revision. Under the 1954 
36 
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Code 6 a surtax is imposed on accumulated taxable income which is defined 
as taxable income. subject to certain adjustments, minus the sum of the 
dividends paid deduction and the accumulated earnings credit. The 
dividends paid deduction relates to dividends paid during the taxable 
year and within two and one-half months after the close of the year6 
and consent dividends.*) Demands for wage increases are geared to 
reported incomes, also both consumer and government pressures exist 
. "** for price reductions as reflected profits 1ncrease. 
In effeot a corporation showing large profits including 
fictitious inventory gains must either impair its working capital 
by paying out dividends or else submit to the surtax on dividend 
accumulations. Apparently, most corporate managements would presumably 
follow the former course and thus look better in the eyes of the stock-
holders, rather than incur additional tax liabilities as well as stock-
holder criticism. 
Mr. MeAnly also comments on the advantages of dollar value 
LIFO: 
"The dollar value method of 'lifo' pricing makes it possible 
to apply 'lifo' to any type of business, regardless of the complexities 
of the inventory investment. All items in a related group of products 
can be expressed in a common unit which is 'dollars' of investment at 
a specific price level. By using a basic dollar value as the common 
denominator, we can, therefore, easily apply the last-in. first-out 
principle. regardless of the complexity of the inventory. The objective 
,. 
11, PP• 92-93. 
**39, PP• 172-186. 
is to express the ending inventory at the beginning of the ~ar cost 
price levels of materials, labor 1 and .overhead. Compare the grand 
total of the ending in-ventory thus expressed with the ending inventory 
total computed under 1 fifo' on the latest cost basis. The difference 
between these two totals represents the price increase or inflation in 
the ending inventory priced on a 'fifo' basis. If the total of the 
ending quantitiea, priced at the beginning cost price levels, does 
not exceed the cost price of the beginning inventory, this total would 
represent the · true 'lifo' . cost assignable to the year-end inventory• 
If the ending inventory priced at the beginning cost price levels 
exceeds the beginning in~ntory, the excess represents an aggregate 
quantity increase. (i.e., ending inventory at beginning of the year 
cost levels : $2,000,000; beginning of t~e ~ar inventory : - $1,750,000, 
then only $250,000 would have to be brought up to current cost levels--
a ither the year's earliest, average or lat'est- under a 1 lifo' calcula-
tion.) If it is elected to use the 'latest' price levels as applicable 
to an increase, then the ratio of the total ending inventory~ priced 
at the year's latest 'fifo' cost level, to the total of the same inven-
tory priced at the beginning cost price level, will provide an index 
of price increase over the beginning cost level. This index applied 
to the 'dollars of i ncrease' of inventory at the beginning oost price 
levels, will give proper price to assign to the increase in invel:Itory 
quantity during the year."* 
In a later publication appearing in the Journal of Accountancy, 
• 39, PP• 172-186. 
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Mr. MeAnly added a possible remedy to the problem of selecting the 
proper year in which to adopt LIFO and thus "freeze" the cost layers 
of that year • since this provision of the Revenue Code prevents many 
corporations from adopting the method until the price level declines 
to a more favorable point. He suggests making an adjustment at t m 
end of the year as follows supposing the facts as given in a rising 
market: 
Inventory - LIFO Cost 
Excess of lower of incurred cost or 
market over LIFO 
Less: Applicable federal income 
taxes (52%) 
Inflation in current year's LIFO 
cost layer 
TOTAL INVEN.rORY VALUATION 
Earned Surplus (debit) 
$300,000 
$144,000 
Reserve to Prevent Impairment o£:Cepi11U 
Cevering Inventory Cost Increase (crent) 
$400,000 
144,000 
$544,000 
$144,000 
The account "Reserves to Prevent Impairment of Capital" 
represents charges against revenues to cover the increased costs 
incurred in maintaining a basic inventory investment.* This represents 
the extreme of conservatism, and undoubtedly would have muoh cri ticism 
from all sides should its adoption be proposed by any company. The 
*28, PP• 691-700. 
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idea, however, is consistent with the LIFO principle. 
The reserve proposal has also been suggested by Maurice 
Peloubet, but this time in connection with the accurate reporting of 
intertm profits.* The question at hand was how could a company using 
LIFO to value its inventories month by month avoid a large year-end 
adjustment and still have monthly reports of income which tie-in 
with the annual report? The answer, according to Mr. Peloubet, is 
to apply the base-stock idea, since the problem only arises in months 
when sales exceed purchases (i.e., when the inventory is reduced), and 
provide a reserve for repurchase by measuring the difference between 
"lifo" and estimated purchase cost of the cp antity by which the inven-
tory is reduced below its original cost level. The application of the 
base-stock idea, he claims, would make possible a reasonable agreement 
between interim and annual profit figures, provided the year-end 
inventory equalled or exceeded the beginning of the year inventory. 
Mr. Peloubet also goes on record as not being in favor of 
reporting the difference between the valuation of the inventory on a 
conventional basis in use and the market or realizable value since he 
felt the latter nas little significance to a going concern. However, 
if this difference is reported then the tax should be applied to this 
difference. 
From a management standpointJ van Pelt has advocated also 
the creation of an account entitled "Reserve for Possible Inventory 
• 40, PP• 170-173. 
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Loss" which is to be appropriated from earned surplus.• On the other 
hand he does not sanction a write-down of LIFO cost because he feels 
this would violate the basic premise of LIFo--the matching of costs 
of procurement with related sales. In the year of the write-dawn 
the cost of sales would not be correctly stated; it would be over-
stated by the amount of the write-dawn, and thus profits understated. 
Also elaborating the management possibilities of LIFO, Myron 
Gordon has added his theory of LIFO and its advantages: 
"The Theory of Lifo - Since earning power is the significant 
basis of enterprise value, then earning power is best indicated by 
historical cost which is to provide the most useful data for estimating 
earning power. Since no profit can emerge from fluctuations in things 
we must own to be a going concern, then only a small part of- the inven-
tory is held for the purpose of making a profit by its su~equent 
liquidation. Over a long period inventory is oarried for the purpose 
of realizing a profit from its use as stock in trade. Thus changes in 
inventory value may be considered capital gains or losses. Changes in 
the value of the inventory on hand at the start and finish of a year 
are unrealized gains and losses, while gain or loss on liquidation 
during the year is to be considered realized. Some say the LIFO weak-
ness is in the balance sheet where inventory is piled up in layers 
representing acquisitions at some unknown time; however, from the 
postulate of permanence--the LIFO value is the investment in inventory. 
As the firm grows, investment in additional inventory should be re-
corded at that prevailing oost layer price whereas the pre-existing 
*36, PP• 452-459. 
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stook whould be recorded at its initial ·investment. Conversely, as the 
firm contracts, the latest acquisitions are withdrawn first. There is 
no reason why the balanoe sheet can not show current cost as well as 
original i~estment. Lifo yields (l) income from operations (the un-
realited gain carried through the year; the realized gain on that 
liquidated (2) the investment in the inTentory (3) the current cost 
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of the inventory. The method is not at fault if the firms do not divulge 
all this information. The oritioal issue is the postulate of permanence -
does it justify differentiation between inventory profit and operating 
profit? If it does then LIFO is exoellent. Also is it allowable to 
exclude unrealized capital gains or losses in determining taxable in-
come."* 
So muoh for the general benefits to be derived from the LIFO 
method; still bearing these thoughts in mind let us turn to a discussion 
of some of the disadvantages. 
Disadvantages 
In any discussion of the LIFO method, one should ask the 
question, "Does LIFO really save taxes in the long runY" For the period 
1919 to 1937, which constituted an entire business cycle, Charles Gaa 
attempted to construct a hypothetical illustration. The relative volumes 
of inventories were built up ~multiplying an arbitrary 100,000 units 
by a series of index numbers for "domestic stocks of ma.rrufaotured goods" 
(from the 1938 Supplement--Survey of Current Business). Additions to the 
atook of goods available for use or fop sale were computed by multiplying 
*20, PP• 234-243. 
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an arbitrary 100,000 units by a series of index numbers for the "physical 
volume of production of mnufactured goods." For the first ~ar (1919) 
of the calculation he assumed that sales and acquisitions were equal 
giving the same opening and closing inventory. Prioe relationships at 
the sales level were established by taking $1.00 as the base selling 
price per unit and multiplying it by a series of index numbers for 
"finished products wholesale prioes." Price relationships at the cost 
level ·were established by taking $0.40 cents as the base price per unit 
and multiplying it by a series of index numbers for "raw materials 
wholesale prices." Since no effect is given to the overhead and wages 
that form a part of the cost of inventory, the last index is not com-
pletely satisfactory. For the ~ar 1919 {beginning) the same unit cost 
was used for both beginning and cloaing inventory. The relative sales 
and acquisition prices were assumed 'to have remained unchanged throughout 
any particular year and to represent prices used in all transactions for 
that year. Net income figures were arrived at by subtracting from gross 
profits the net amount; of operating expenses and other incomes and eJt-
penses, computed arbitrarily as 50% ot the dollar sales. Taxable net 
income was obtained by subtracting from net income the amount of net loss 
carry-over permitted by the law. 
In his conclusions Gaa states the following: 
"(1) Lifo does not give a m~re accurate picture of operating 
results than do other methods. The assertion that lifo results in a 
leveling off of the net income peaks and a filling in of the valleys 
seems to be justified. 
"( 2) For this study thos e on lifo paid more taxes. 
- -·--
"The essential effect of using different inventory methods is 
to shirt the recognition of income intg different accounting and tax 
periods."* 
Speaking a little prematurely in terms of what is happening 
now {1957) Morrison Watkins stated in 1947: 
"The danger inherent in the current use of the 'last-in, 
first-out' inveutory method is as. f"llows: up to now ( 1947) rising 
prices have ~de it profitable tax-wise to use this method. But as 
prices begin to recede f'rom current peaks, it ImY develop serious dis-
advantages because the· cost figure muat be used even though the present 
market price is lower. Under 'first-in, first-out,' cost or markEt, 
** whichever is lower, may be used." 
Thus, one has a refUtation of' the tax-saving device for a 
given price cycle and also the difficulty of not being able to incur 
market losses on the inventory for federal tax purposes. The la~ter 
was also stressed by Maurioe Moonitz before the American Institute of 
Accountants: 
"The main reason for LIFO adoption--a tax reduction in post-
war years and a 'cushion' to protect companies from losses should prices 
collapse at the end of World War II. There are two main reasons for 
a failure to adopt LIFO. (1) Less profit is reported under LIFO and 
thus less income, dividends, management compensation (especially where 
it varies with profits) and it llBY result in bond default. (2) A price 
decline will afford no advantage tax-wise. LIFO is a 'cost' method, 
*16, PP• 61-66. 
**19, P• 19. 
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and as such you can not employ the lowe~ of cost or market, whereas 
under FIFO or the average method you can. LIFO stabili~es the profit 
by varying the cost of goods sold with price changes, it thus fails 
to report gains and losses from price changes, and good :ere rcha.ndisi ng 
ia obsourred. It also understates inventory and thus comparisons are 
poor. One group bears the tax burden while the LIFO group coasts. 
LIFO suppresses realized market gains and losses; it assigns a non-
existent stability to earnings and to inventories."* 
Aside from the inequities stressed by Moonitz, others have 
shown by calculation that if one compares two identical stores, one 
using LIFO, the other FIFO, going through a period of rise and later 
a decline to the same initial point, the store reporting on the LIFO 
method will incur greater cumulative tax liabilities. The price 
decreases will be sustained only by the FIFO merchant. This means 
that the LIFO computation over the entire period gave a lower 
aggregate oost of goods sold, and therefore, its user paid taxes 
on a larger aggregate taxable net income. LIFO thus penalizes growth 
and places a damper on success.** 
In a discussion based mainly on the timing of the realization 
of income 1 Charles Johnson expounds as follows: 
"The barrier between value theory and the accounting treatment 
of inventories is essentially the 'realization' convention (to find a 
buyer at an acceptable price). Valuation means that a useful relation-
ship has been established between the monetary unit a.."1d some element 
*30• PP• 682-690. 
** 24. PP• 58-62. 
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of property or property rights. The choice of ve.luati on rests on questions 
of logic, usefUlness and measurability. Thus inventories should be 
valued at estimated discounted future net selling pr ice. However, if 
we agree not to do this until realization occurs then t he primary issue 
nrus t be the purpose to be served by inventory valuation. We are interested 
in attaching a valuation to inventories in order to determine periodic 
realized monetary income--and we must then ask ourselves what do we mean 
by income? 'Business income is the ma.ximmm amount a company could dis-
trib.tte during a. given period of time and re:nain as well off at the 
end of that period as at the beginning' (quoted from J . R. Hi cks, Value 
and Capital, 2nd ed. London: Oxford University Press 1946) . 
On the question of LIFO he relates the following: 
"1) The idea of LIFO as some approxixm tion to the actual 
flow of inventories from stock into productio~ or sales has long since 
been abandones. The idea that the investment in inventories is sorrehow 
irrevocably fixed is i nconsistent with its classificati on as a current 
asset on the balance sheet. 
2) Lifo is a. cost method in t he sense t hat it involve s an 
allocation of the actual past i nvestment in goods and services between 
inventories and cost of sales--no more and no less t han actual monetary 
outlay is allocated. 
3) Lifo has no strong claim to reality since changes in price 
level are evidence of changes in the si&e of the measuring unit. 
"Lifo results in neutralizing onl y those pri ce changes a.f-
fectiong some given quantity of inventory which happened coincidentally 
to be on hand at the time the adoption was made . If the price of copper 
(specific price) has tripled while the general price level has doubled, 
something has happened to the significance of coppe r in the economy. 
Take a ,.close look at this inherent assumption behind the decision to 
freeze prices as of LIFO adoption· date. 
Mr . Johnson goes on to say that t here are two major strong-
holds for supporters of LIFO: 
"1) If adopted at the right tiYOO LIFO will reduce taxes over 
a period of time, and if the tax assessor l ooks for book vnlues he will 
give a 1<7fer property tax bill. This is not interta.xpayer equity. 
2) One wants a surplus at prosperity and a deficit during 
deflation--and LIFO counters this. 
And as a final ward states: 
"If inventory gains are not to be- realized too n neither should 
inventory losses., and it is just as plausible to ado pt it at the top of 
the cycle. 
And is in favor of disclosing price and operational gains and 
losses on the statement of operations as follows: 
Sta.te11'8nt of Operations 
Total Revenues $ 100.,000 
Less: Total Contemporaneous Costs 50aOOO 
Current Operating Mar gin $ 50, 000 
Add: Gain or Loss due to Price Changes ( 101 000) 
* Net Income before Taxes $ 402000 
*21, PP • 15-26 • 
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Robert A. Peterslists some effects noted in the past years due 
to adoptions of LIFO: 
"1) Reaction of stockholders to lower profits . 
2) Understatement of assets on the balance sheet. 
3) Difficulty of meeting 'current ratio' on the balance 
sheet because of lovri,r valuation of inventories. 
4) Effect of reduced profits on t he compan~ s stock. 
5) Ability to control ~ar-end inventory balances so as to 
,protect 'lifo' base. 
6) Effect of reduced profits on management profit-sharing 
plans. 
7) Effect of wage negotiations. 
8) Effect on ceiling price or similar regulations • 
. g) Attitude of management toward assimi lating a relatively 
difficult and controversial theorywhich may have a 
substantial effect on repol"ted pro fits. 
Mr. Peters also surnmarir.es the three appl ications of the LIFO 
method which may be employed: 
"There are three basic types of lifo applioatiou--
{1) Individual commodity basis (original authorization by 
Treasury). 
C2) Dollar ~alue Basis - this method is usually t he most 
advantageous one to employ, not only because of the obvious benefit of 
allowing for ohanges in the tmix' of products but also because changes 
in the relative prices of the component products are given their proper 
weight. 
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(3) Price Ind&x Basis - inventory increments are valued in 
relation to specially prepared indices designed to measure changes in 
retail prices. These figures are then converted to cost by eliminating 
the percentage of markup and the resu 1 ts are applied according to the 
dollar value method. 
"Regardless of the basis used. the lifo calculation is made 
only once a year for tax purposes. The interim statements will 
ordinarily reflect no change in the 'lifo' reserve unless there is 
good reason to believe there will be a change."* 
Having now heard from many xnembers of the accounting pro-
fession it might be well to close with e. sumr.te.ry of the position te.ken 
by two recognized groups of accountants - t:r..e Na tional Association of 
Cost Accountants and the Am.rican Institute of Acoounte.nts. First, the 
National As sac iation af Cost Accountants: 
"The purpose of lifo is that the revenue from high se.les 
prices be b.trdened with the high costa which brought about the hi gh 
sales prices and not leave high-priced inveDtories to be absorbed in 
later pe~iods by revenue at a lower price level. It appears to follow 
that. whereas the principle of cost or ns.rket, whichever is lower, 
accomplishes a conservative inventory valuation from a short-term 
viewpoint, the last-in, first-out method looks to the longer economic 
period and the eventual return to l01r prices after a high pr-ice level 
interim. The lifo method does not require the inventory prices to be 
reduced to market prices where l ower than the regular inventory value , 
*41, PP• 60-71. 
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presumably on the assumption that the inventory value adopted at the 
outset of the last-in, first-out method wi 11 be so conservative that 
the price level thus shown in the in-ventory will be lower than that 
which ordinary market fluctuations may be expected to reach. It also 
presumes that those occasions when market prioes .are below t he inventory 
values are only temporary ai1d unusual conditions from which a prompt 
recovery is looked for. 
"This method placed t!~ utmost importance on the inventory 
values adopted at the inauguration of the last-in, first-out method. 
If the rm.rket declines frequently to a value below t he inventory value 
it must be assumed that -too high a value. was adopted at the out set , 
as frequent write-downs to market would defeat the prime objective 
of the last-in, first-out method, that is, to corre late sales revenues 
with the costs responsible for the prices reflected by such sales . 
revenue. We would point out also that the last-in, first-out method 
assum~s in determining the cost of sales that the GOods delivered were 
those· currently purchased."* 
The Institute reports its ·position thusly: 
"The lifo method of accounting for inventory costs, as now 
applied, is an accounting device for applying incurre d costs i n a 
manner, the purpose of which is to relate "oosts to r evenues more near-
ly on the S8.lll9 price level ba:ris than would the fifo mthod. 
"An essential difference between lifo and other· methods of 
inventorying is that it permits costs to be charged to revenue which, 
*7, P• 260. 
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though they have been incurred. were incurred for goods or services 
that demonstrably did not enter into the production of goods or ser-
vices sold during the accounting period under consideration. Thus. 
the charge for Egyptian cotten used -in producing goods in America 
during a period may be affected by a purchase of o.etton in Egypt 
on the last day of the period. 
"Appro~l of the method seems clearly to imply approval of 
the objective et relating costs to revenue more nearly on the same 
price level. The restriction to incurred costs is a reflection of 
the emphaeis on costs actually incurred that in recent years has been 
a marked characteristic of beth a•counting and income tax thinking. 
"The degree of approximation to the objective of putting 
revenue and oest on the same price level that is att ainable by the 
LIFO method depends on a number of factors; change in price level. 
turnover rate. buying policy, similarity of price experience."* 
This. then. is the controversy concerning LIFO. It has 
stimulated much thought on the part of both its opponents and its 
advocates. There have been numerous side-issues: one, deals with 
the di solosure of estimated current value of inventories on the balance 
sheet where LIFO is usedJ the other, concerns the availability of tax 
relief for those on LIFO when a write-down below oest at date of 
adoption occurs. Both of' these will be treated S)lbsequently. To 
summarize the effects of LIFO it might be well te conclude with these 
final words of Carl Devine: 
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"(l) In order to prove effective, either from a purely ad-
ministrative viewpoint or from·a tax viewpoint, it i s e~sential that 
the adoption of the basis be made only at a time when the market price 
of raw materials is at an extremely low point. 
f2) The net operating results for the entire cycle should 
be about the same whether the cost or mrket ba.sis or the last-in, 
first-out basis is used. 
(3) During a period of rising prices, annual profits will 
be lower (and leases will be greater) on the last-in, first-out basis 
than on the cost or market basis. 
(4) During a period of declining prices, annual profits will 
be higher (and losses will be smaller) on the last-in, first-out basis 
than on the cost or market basis. 
(5) The complex business activities of any manufacturer from 
day to day in judging markets, in building up or reducing inventories 
and in manufacturing and selling merchandise, affect all inventory 
bases, but such activities are conducted, generally, without regard 
to the inven1x>ry basis in use. 
(6) Concerns which regularly shaw a profit each year, using 
the oost or rm.rket basis, probably will recei ve more benefit from the 
last-in, first-out basis than those concerns whose earnings fluctuate 
greatly from year to year, and show losses one year and profits the 
following year. 
(7) Two members of the same industry using different inven-
tory bases may each be able to prove oonclus ively that his awn ba.sie 
is preferable in his own case. 
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(8) Each concern contemplating the adoption of the last-in# 
first-out basis should carefully test the effect of the basis upon 
operating results by applying it to past operating results, and should 
* not be influenced too much by generalities e.nd theory." 
At any rate, one would have te decide where the Elllphasis is 
to be placed - operating results or the balance sheet. 
* 4, PP• 126-128. 
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Disclosure of Estimated Current Values of Inventories 
In 1949, the research department of the American I nstitute 
of Ac countants asked the question& 
"Should estimated current value of inventories be disclosed?"* 
The answer from those included in the survey was either positive or 
negative and their reasons were generally as follows: 
"The arguJrent is made on behalf of disclosure that f i nancial 
statements of the same company but for different periods are not com-
parable when one method is used for pricing the inventories fer some 
years while another method is use~ tor other years. 
"Those Who oppose disclosure of estimated current value of 
inventories believe such information permits, possibly even encourages, 
the reader to arrive at misleading conclusions. 
"The ourrent thi nking of the committee favors tm issuance 
of a bulletin calling for disclosure.•• 
Upon the publication of the Institute's contention to issue 
a bulletin favoring disc losure there foll(l!Jf'ed a stcnn of protest;, the 
majority, presumably, from those on the LIFO method. In an article 
entitled "Replacement Value of Lifo Inwntories Should be Di sclosed in 
Balance Sheet"** by Stewart McMullen, the essentials of tm argument 
against disclosure were: 
1) Information misleading and subject to misuse. 
2) Disclosure i nvalidates an accounting method adopted by 
*34, PP• 218-221. 
**29, PP• 480-487. 
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the company (e.g. LIFO). 
3) Disclosure of current balance-sheet values is inappropriate 
in a modern balance-sheet. which is merely the "tail to the operations-
statement dog;" balance sheet assets are to a considerable extent merely 
"residuals" awaiting amortization to operations. 
4) Current value information will be difficult. perhaps im-
possible, to obtain; and will be technically difficult to present, due 
t .o the presence of prior year influences, and to the effect of the 
federal income tax. 
Whereas the proponents of disclosure urged that: 
1) Stockholders, eto., have ·a need and a right to this in-
formtion. 
2) Required by "sound accounting principles" to promote com-
parability.and reduce areas of differences - the presence of absence of 
a LIFO "cushion" is important information. 
3) CUrrent value information is already computed f or use in 
lower of cost or market computations. 
To refute any arguments for disclosure Maurice Peloubet 
counterattacked with a subsequent article: 
"A certain group of Amerioan accountants want to include all 
items resulting in gain or loss of any sort during an aooountin~ period 
in the inoame account. This lack of distinction between gains of a 
current nature and a capital gain is probably the basic reason why there 
is a demnd for hypothetical capital gains on inventories to be expressed 
in corporate accounts. 
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"There is no doubt in my mind of the basic undesirability 
of including any revaluation of inventories in the periodical financial 
accounts as such, either in the body of the ac counts or in footnotes 
to the statements. 
'~n LIFO costs are higher than replacement costs, no 
problem presents itself: reserves to reduce to rnarket are required 
by accepted accounting practice in these oases and these reserves are 
held by the Treasury Department not to v.iolate the provisions of the 
regulations which require corporate statements to be made on the same 
basis as the tax returns for taxpayers using the LIFO or so-called 
'elective' method."' 
At any rate the proposed bul1etin was dropped, but in an 
effort to present the reasons, Carman G. Blough issu e d a statement -
it contained the objections of corporate officers: 
"1) Undue effort and expense to obtain reliable data upon 
whioh an estimate could be made. 
2) Additional work by the auditor to cer~ify it as part a£ 
statements. 
3) Varying bases for determining current values would make 
disclosures misleading. 
• 
4) .Readers misled· into thinking profits more than reported. 
5) Would cast reflection on validity of method (es pecially 
6) Lead to increased state and local taxes. 
7) Figure can not be properly explained and wo~ld confuse 
33, PP• 487-489. 
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rather than qualify. 
B) Lead to labor dii'fioult ies. 
9) Should include all assets, not only inventories. 
10) Difference between current e.nd book value of fixed 
assets is more serious. 
ll) Might invalidate LIFO for tax purposes. 
12) Lead to implioations as to accuracy of figures. 
13) Stockholders would look for more dividends from 
additional liquid assets. 
14) Of little significance except in case of inventary 
liquidation. n* 
However, I.ir. Blough went on record as in favor of disclosure. 
The other issue arising from the LIFO controversy, ~~at of the availa-
bility of tax relief for those who suffer write-downs to market below 
LIFO oost will be dis~ussed next. 
* 26, P• 489. 
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Attempts to Obtain Tax Relief for Write-downs :below LIFO Cost 
One of the serious disadvantages encountered in the use of 
LIFO is that of a decline in market below LIFO cost. Such a loss is 
not deductible for tax purposes. There has been an effort to amend 
the internal revenue code, especially by the fir.m of Ernst and Ernst. 
They argue that the LIFO inventory figure should be carried at the 
lower of LIFO cost or mrk:et since over a complete price c;;ole the 
amount of taxable income would be the same as that derived from those 
businesses on the lower of cost or market valuation. In addition, 
since this privilege is extended to those using other methods acceptable 
to the Treasury, there is no reason why the LIFO group should be ex• 
c lud ed. This was essentially the context of the Camp-Reed Bill for 
which H. T. MeAnly asked support (H. R. 7447, R. R. 7554) in 1952. • 
All attempts thus far have not been successfUl (at this time - 1957) 
and it hardly seems possible that such a bill would be allowed unless 
there was a drastic drop in prices below the pre-war levels, and many 
businesses were trapped at the higher LIFO cost. 
*44, PP• 80-81. 
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CF.APTER V 
LIFO CALCULATION SH<m!NG EFFECT ON TAXABlE INCOME 
Computation o~ Effect of LIFO on Manufacturer's Inventories 
One of the major hazards encountered \\'hen one proposes to 
compare the effects o~ certain ~inancial policies upon taxable income 
is that of the reliability of the original data, especially that for 
inventories. The inventory statistics used in this oomputatio!l were 
prepared by the Office of Business Economics of the u. s. Department 
of Commerce from Reports submitted by a large sample o! business firms.* 
The period oovered is 1945 through 1953 inclusively. About these 
figures the Department of Commerce has t}'l..e following to say: 
"The basic sources of the nonfarm inverrt; ory estimates are 
reported accounting data on the value of inventories. These data 
have a high degree of coverage. Internal Revenue Service tabulations 
from annual corporntion tax returns alone account for about four-fif'ths 
of the estimated value of nonfarm inventories. Pe riodic data on the 
value of noncorporate inventories are available from Internal Revenue 
Service and Census Bureau compilations. 
"The adequacy of the inventory estimates i nc luded in national 
income statistics is, however, less than might be suggested by the 
coverage of the book value data and the reliability of the basic sources 
fron1 which they are drawn. The extension of reported vnlues to full 
coverage introduces some uncertainty into the estimates, but their main 
*46, P• 12. 
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source of error stems from the fact that the accounting r.tethods under-
lying the reported data are divergent and inappropriate for national 
inc~ purposes. Inventory oa.loulation at the level of the indivich.lal 
business firm is a complex problem, and existing accounting methods 
vary widely both with respect to the scope of the cost elements 
(especially overhead costs) included in the inventory account and 
with respect to the costing procedures used to charge goods to cost 
of sale$ . and to inventories, respeoti vely. 
"The soope-of-cost limitation of the basic data reported by 
business is accepted in estimating the inventory components of national 
income and product. However, a uniform and appropriate costing pro-
cedure is substituted for the divergent proOedures used ~~ business 
firms (such as first-in, first-out and last-in, first-out). This re-
sults in a measure, for inclusion in the gross national product, of 
the physical volume change in. inventories valued at average prices 
* during the peri od." 
Thus, the figures in column A, tableii , represent the book 
value of llfirufacturer' s inventories at the end of the year at that 
year's average prices. These are essentially market values and to 
convert them to cost values one must apply a corrective factor - the 
net change in business inventories. This adjustment is described 
thusly: 
"Ac~ording to the prevalent methods of business accounting, 
the rook valuation of the physical volume of inventories used up in 
production differs from current replacement; cost in tiioo s of oha.nging 
*49, P• 135. 
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prices. When prices are rising. book charges fall short of current 
repla.ceme.nt oost; ·when prices are falling# they exceed it. 
"No deviation from a current price valuation occurs with 
goods added to inventory during a given accounting period. These are 
valued at prices current in that period. 
"The change in the book value of inventories represents 
add it ions to. inventories minus inventories used up. Hence it reflects 
not only (1) the change in the phyaioal volume of inventori. es valued 
at current prices, rut also (2) the excess of the replacenent cost of 
inventories used up in production over their book valuation. 
"The f <rmer element of book ~lue change is appropriate for 
inclusion as a component of national product. because it conforms to 
the principle of current price VRlue.tion applied to all the other 
components. To include • however • the 'inventory gain' or 'inventory 
loss' measured by the second element of book value change would be 
misleading. In extreme oases the inventory movement as indicated by 
the change in book values would differ in direction from that of the 
aotual volume of inventories. Therefore, the 'change in inventories.' 
line in business and national product is derived by adjusting the re-
ported book value change in inventories to exclude the inventory gain 
* or loss element." 
Thus, the figures in column B, table II are the corre ctors 
for inventory gains and losses and as . such trey produce a book value 
cost in terlll! of current average prices for t hs year. Now having the 
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market and oost data for each year's closing inventory in t erms of the 
average prices for that year it is a simple matter to record the lower 
of cost or market as was done in column D, t~ble II. 
Column D {the lowar of cost or market) provides a base inven-
tory figure with 'Which one can compare a calculated LIFO cost inventory 
figure using tbl year 1945 as the ·LIFO date of adoption. 
The detailed calculation of the LI FO cost inventories for 
e~oh year in the series is presented in table III. There are several 
assumptions whioh have been made in this calculation which deserve 
notice. First, the beginning inventory at LIFO cost on line 1. for 
the _year 1946 was taken at the lower of cost or market fi~re (column D, 
table II) fort he ending inventory of 1945. Since the "net change in 
inventories" was a negative quantity for the year 1945 the resulting 
ending inventory for 1945 becomes a oost figure and as such would 
conform also to the tax requirement of restating the opening inventory 
in the year of adoption on the previous oost basis. Second, the ending 
inventory at beginning-of-year prices (line 3) was not actually known 
or e:ve.ilable, it was computed by dividing the ending inventory at end'"! 
of-year prices (line 2 or column C, table II) by a calculated price 
index for the year (line 4). The values for the wholesale price index 
as supplied by the u. S. Depart~nt of Commerce* for "Other t han farm 
products and foods" were used to calculate the increase or decrease in 
prices for the year (the calculated price index) by assuming that in any 
year the beginning prices would be represented by the wholesale price 
*47, P• 51. 
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index figure for that year, and the endiDg prioes for that year would 
be represented by the wholesale prioe index for the succeeding year. 
In this manner the calculated prioe index for the year 1946 would be 
(95.3 ~ 78.3 • 121.7) as represented in table IV. The rest of the 
calculation is self-explained in t}l, table (III). For a further ex-
planation see the previous references made (i.e., 9, P• 266-271) on 
page 22. 
A comparison between the LI FO cost (table II, column E) and 
the lower of cost or market figure (table II, column D) is made in 
columns F and G of table II. Column F shows those years that the 
market ve.lue fell below the LIFO cost ve.lue; ani as such the LIFO 
taxpayer would have paid more taxes in 1946 and 1951 than his lower 
of cost or market companion. In the remaining years, however, the 
tax saving would be substantial assuming that the p r e sent corporate 
exoess profits tax of 52% appli~s, the savings to all manufacturing 
corporations would be in the neighborhood of 12 billion dollars for 
the period 1946 to 1953 inclusive as~ing they all adopted LIFO in 
1946. 
The resulting LIFO layers are shown in table v. Particular 
notice should be made of the year 1950 in which a 12.6 billion increase 
in manufacturers' inventories on LIFO prompted the adoption by many 
corporations of the LIFO method. Vihether this strategy will prove 
wise as the years progress can only be answered by time. Should p rioes 
and production continue expanding the outlook for those who ado pted LI FO 
in these later yea rs may prove eoonomioel, should there be a r e turn to 
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1946 price levels then those ~o adopted at the later dates may 
find themselves paying more taxes in the long-run. 
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TABLE II - COMPUTATION SHOWING TAX SAVED BY MANUFACTURERS ON LIFO 
FOR TEE PERIOD .1946-1953 
YEAR MARKET NET CHANGE COST LOI'IER OF LIFO NON IEDUCfi- !mUCTION 
BOOK I N INVEN-o BOOK COST OR COST a..E MARKET I:i~ INVEN-
VALUE TORIES VALUE :MARKET LOSS TORY 
CULL ION>) (MILLIONS) (MIW:ONS) (MILLIONS) (MILLIONS) (MILLIONS) (MILLIONS) 
(A) (B) (C•A-+B) (D) (E) (F-..E-A) (G: D-E) 
1945 18400 ( 1121 ) 17279 17279 17279 
1946 24500 6163 30663 29500 26914 2414 ( 2414 ) 
1947 28900 4412 33312 28900 26967 1933 
1948 31700 2750 34450 31700 28762 2938 
1949 28900 ( 2744 ) 26156 26156 19970 6186 
1950 34300 5496 39796 34300 32617 1683 
1951 42.800 8066 50866 42800 44601 1801 ( 1801 ) 
1952 43800 1359 45159 43800 33731 10069 
1953 45900 . 2324 48224 45900 41519 4381 
NET REDUCTION I N INVENTORY 22975 
FEDERAL CORPORATI ON TAX RATE x52% 
FEDERAL INCOME TAX SAVED 11947 
TABlE III - CALCULATION OF LIFO COST OF MANUFACTURERS' INVENTORIES 
ALL FIGtJRES 
IN MILLIONS 
FOR THE PERIOD 1946 THROUGH 1953 
1946 1947 1948 1949 1950 1951 1952 1953 
1. Beginning Inven- 17279 26914 26967 28762 19970 32617 44601 33731 
tory at LIFO 
Cost (10 or 14) 
2. Ending Imentory 30663 33312 34450 26156 39796 50866 45159 48224 
at End-of-Year 
Prioes 
3. Ending Inventory 25171 30702 35153 25223 38339 52063 44845 48032 
at Beginning- of-
Year Prioes 
4. Price Index fur 
the Year ( 2-3) 
5 • Cum.lla. tive Price 
Ilidex ( 4x5 of 
last) 
121.7 100.5 9S.O 100.7 1CB.8 97.7 100.7 100.4 
121.7 132.0 129.4 134.2 139.3 136.1 13'7.1 137.6 
6. End~ In"V8ltory 25196 25236 26623 19490 28569 37374 29387 35047 
at Base Prices 
(2-5) 
1. ~inning Inven- 17279 25196 25236 26623 19490 28569 37874 29387 
tolj' at Ba.se Prices 
(6 or last) 
I NCREASE 
CALCULATION 
a. I nver:rt; ory In- 7917 40 1387 9079 8805 5660 
crease at Base 
Prioes (6-7) 
9. Inventory In- 9635 s:: 1795 12647 119~4 7788 
crease at End-of-
YEBr Prices (8~) 
10. Ending In- 26914 26967 28762 32617 44601 41519 
V'entory at LIFO 
Cost (1-9) 
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TABlE III - CALCULATION OF LIFO COST OF MANUFACTURERS' INVE'lTORIES 
FOR TEE PERIOD 1946 THROUGH 1953--continued 
ALL FIGURES 1946 1947 1948 1949 1950 1951 1952 1953 
IN MilL IONS 
DECREASE 
CALCUU. T IOU 
11. Inventory De- 7133 7987 
crease at Base 
Prices (7-6 ) 
12 . Inventor y De-
cr ease Ar:p lica 'ble 
to Increase of 
A. 1951 7987 
B. 1948 1387 
c. 1947 40 
D. 1946 5706 
13. Inventory De-
crease at 
Prices of 
A. 1951 10870 
B. 1948 1795 
c. 1947 53 
D. 1946 6944 
E. Total Inven- "8792 10870 
t ory Decrease 
at Prices of 
Pre 'Vious Years 
14. Ending Inven- 19970 33731 
tory at LIFO 
Cost (l- 13E) 
TABlE IV • WHOLESAlE PRICES - "OTEER THAN FAm.1: PRODUCTS AND FOODS" 
(BASE : 1947-1949) 
W"rlOLESAIE INCREASE 
• PRICE INDEX OVER PREVIOUS 
YEAR 
1945 71.3 100 
1946 78.3 121.7 
1947 95.3 108.5 
1948 103.4 98.0 
1949 101.3 103.7 
1950 105.0 103.8 
1951 115.9 97.7 
1952 113.2 100.7 
1953 114.0 100.4 
1954 114.5 
Source: u. s. Department of Commeroe, Office of Busine ss Eoonow~cs: 
A Supplement to the Survey of CUr rent Business, National 
Income, 1954 Edition. Washington, D. c. 
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T.A BLE V - "LIFO LAYERS" BUILT UP DURING THE PERIOD 1946-1953 
YEAR LAYER 1946 1947 1948 1949 1950 1951 1952 1953 
ADIED OR LOST 
( J'IGURE S IN 
MILLIONS) 
1953 7788_ 
1952 
1951 - 11984 1114 1114 
1950 12647 12647 12647 12647 
1949 
1948 1795 
1947 53 53 
1946 9635 9635 9635 2691 2691 2691 2691 2691 
BASE YEAR 1945 17279 17279 17279 17279 17279 17279 ·17279 17279 
TOTAL LIFO COSl' 26914 26967 28762 19970 32617 44601 33731 41519 
CiiAPTER VI 
CONCLUSIONS 
Conclusions 
It has been demonstrated by applying "dollar-value" LIFO 
to manufacturers ' inventories obtained f~m government publications 
that during the period from 1946 to 1953 there would have been a 
substantial reduction in the inventory valuation and thus a reduction 
of ta:xable income • The marked inc:·ea.se in prices during this period 
has nade it advantage ous taxwise for those who adopted LIFO in the 
early years after World War II. l'Vhether this taxpayer inequity will 
be resolved by a period of falling prices in the fUture remains to 
be seen. 
The problem of income determination has been stressed along 
with the consequences that follow when a period of rising prices is 
ended ~r abrupt depression. The methods of inventory pricing usually 
employed have been discussed and t!sir effects upon oper ating results 
have been demonstrated. The growth o f LIFO along with the attempts 
of r etailers to have it adapted to the retail inwentory me thod have 
been outlined and current developments in this field have been pre-
sented. 
The most important point to be mde is tha t in every oase 
where LIFO has been adopted• it has certainly been done with a view 
70 
to saving t axes and as such has resulted thus far in a n~rkad advantage 
to its proponents. The only deterrent to adoption today is the 1m.nde..tory 
requirement of continuing use of the method by the taxpt:tyer once it is 
adopted; when market declines below LIFO cost the LIFO advocate pays 
more taxes than his competitors. 
It is the duty of all accountants to r e cognize the advantages 
and disadvantages of the variouo inventory methods of valuation and 
apply to the situation the method best suited to the particula r facts 
of tm enterprise. 
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